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SDI is breaking new ground in the MRO supply chain management industry, offering the broadest
menu of industry-leading solutions, delivering proven results for both large and small organizations.
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To Our Shareholders:

SDI is in an industry and marketplace that is experiencing considerable change and transition. We have
seen changes in competition, changes in the services and products that are being offered, and changes in
customer requirements. We have anticipated and adapted to these modifications, and developed the
industry’s broadest range of flexible service offerings capable of meeting these demands.

We are beginning to experience positive trends in our business that give us reason for optimism. We drove
our 2005 revenues 12.3% higher than in 2004, while reducing our SG&A expenses by approximately $500,000,
or down to 11% of revenues compared to 12.8% in 2004. In terms of Earnings Before Interest, Taxes,
Depreciation and Amortization (“EBITDA”), we reduced our 2005 first quarter loss of $1.2 million to
approximately $100,000 loss in each of the last two quarters of the year. These results substantiate our belief
that we have created a scalable business, and lead us to be increasingly optimistic about our future
prospects.

For 2005, SDI set the following four priorities:

¢ Grow new sales with particular focus on geographic expansion and strategic alliances;

» Continue to focus on and develop our core competencies that provide sustainable value for our
customers,;

¢ Become the low cost producer of the services we offer; and
» Utilize our resources for the long-term benefit of our shareholders.

We are pleased to report on these efforts.

Grow new sales with particular focus on geographic expansion and strategic alliances

We have developed very strong formal and informal relationships with both wholesale distributors and
technology firms that are driving new business opportunities to SDI. One of our largest and most respected
competitors decided to exit the integrated supply business and focus on its core wholesale distribution
business. We are pleased to report that, due to our industry leading solutions and reputation for quality
services, this former competitor selected SDI as one of two providers to whom it would seek to transition its
integrated supply business. We have reached agreements to service some of the former competitor’s
customers and are actively working to secure others.

Our opportunities for geographic expansion remain strong. While we were not as successful as we had
hoped in driving additional business beyond the US and Mexico, we did grow our revenue in Mexico by 9.5%
in 2005. The market in Mexico continues to represent a strong growth opportunity in 2006.

Continue to focus on and develop our core competencies that provifle sustainable value for our
customers '

Through our commitment to continuous improvement and focus on a service model that drives
sustainable value, we maintain one of the most stable customer bases in the industry. Our average length of
tenure with our current customer base is over 8 years. We are confident that the customer loyalty we enjoy is
driven by the sustainable benefits and quality service we provide to our customers.

One of the strong core competencies we have developed that provides SDI with significant competitive
advantage is in the area of inventory management. SDI has developed a proprietary inventory management
program that is unparalleled in the industry. This application employs very progressive forecasting
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technology that is customized to address the unique complexities of MRO mventory management,
optimizing inventory, improving service levels and reducing costs.

Become the low cost producer of the services we offer

While growing revenue by approximately $15 million, or 12.3%, in 2005, we decreased our SG&A
expenses by approximately $500,000 or down to 11% of revenues compared to 12.8% in 2004. We believe the
investments we have made in both our infrastructure and technology have resulted in a very scalable
organization that will enable us to grow our business with relatively low additional variable cost associated
with that growth. We believe that we now have lower SG&A expenses than most of our competitors who
publicly report their results.

Utilize our resources for the long-term benefit of our shareholders

Our balance sheet remains very strong as we finished the year with no debt and $29.9 million in cash. We
are focused on structuring new business and existing business, where possible, in a manner that will
minimize the working capital required to drive operating income. In the past year, we have successfully
reduced our working capital required to service several customers. We believe that the investments we have
made in both our infrastructure and technology will drive long-term benefit to our shareholders.

Our Goals for 2006

¢ Continue to increase our top line, capitalizing on our scalable cost model;
o Continue our quest to be the low cost provider of integrated supply services; and
o Increase return on invested capital for the long-term benefit of our shareholders.

Looking ahead

SDI continues to operate in a dynamic environment and marketplace. We have developed flexible
service offerings to address the changing demands in the marketplace. These service offerings create
sustainable benefits for our customers and are gaining traction in the industry. The benefits we anticipated
from our investments in technology and our drive to be the low cost provider are beginning to materialize.
Your management team firmly believes that the momentum we have built will continue to provide solid
opportunities for growth, and that the actions we have taken will allow us to deliver on our commitment to
. build shareholder value and provide an attractive return on investment.

Donald C. Woodring
President & Chief Executive Officer
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PART1
Item 1.  Business

Introduction

Strategic Distribution, Inc. (the “Company”) is a Delaware corporation that was organized in 1968. In
1994, the Company acquired Industrial Systems Associates, Inc. (“ISA”™). ISA changed its name to
SDI, Inc. (“SDI”) effective January 26, 2004. Through SDI and the Company’s Mexican and Canadian
subsidiaries, the Company provides supply chain management services with respect to maintenance, repair
and operating (“MRO”) supplies for industrial and institutional customers in the United States, Mexico,
and Canada.

The Company’s programs permit organizations to outsource all aspects of their MRO supplies
procurement; with most of its existing customer base, the Company takes responsibility for purchasing,
receiving, stocking, issuing and delivering MRO supplies at the customer site. The Company also
efficiently manages customers’ MRO inventories using its proprietary information system and offers
solutions that enable customers to efficiently manage the procurement of MRO supplies using Company
tools and systems applications.

The Company operates in one reportable segment and substantially all of its revenues are from the
provision of MRO supply chain management services and supplies for industrial and institutional
customers. See Item 8, “Financial Statements and Supplementary Data—Notes to Consolidated Financial
Statements”, Footnote No. 14. '

Service Offerings

The Company provides proprietary MRO supply chain management solutions tailored to meet
individual client requirements. The Company offers a broad range of MRO supplies, replacement parts
and selected classes of production materials, which are described collectively as MRO supplies. MRO
supplies are frequently inexpensive but critical items, with associated high procurement costs due to
inherent inefficiencies in traditional MRO supply distribution channels. The Company believes that its
programs are superior to both traditional and alternative methods of MRO supply distribution in that they
substantially mitigate these inefficiencies by reducing both the process and product costs associated with
MRO supply management. The Company’s solutions provide clients the opportunity to gain operational
improvements through effective inventory management which reduces the likelihood of stock outs that
may lead to plant down time. The Company’s service offerings allow customers to fully outsource their
MRO supply chain functions and focus on managing their core business operations.

Another benefit of the Company’s services is the identification and reduction of redundant and
inactive inventory in the customer’s legacy inventory of MRO supplies. The Company uses its software to
systematically identify all MRO parts. Redundancies are identified and the Company is able to consolidate
and reduce inventories and standardize costs, thereby reducing its own and the customer’s capital
investment. The Company can also reduce handling and other expenses related to MRO procurement and
gain better pricing by consolidating purchases. In addition, over time, the Company can provide its
customers value by (i) easily identifying and locating MRO items needed by different departments at a site,
or by different sites within the same company, and (ii) identifying alternative cost effective sourcing for
different MRO items.

The Company operates a proprietary information technology platform, In-Site®, which includes a
flexible Enterprise Reporting Package (“ERP”) system for budgetary controls, as well as sophisticated
inventory management, spend analysis, mobile work order management, and consolidated transaction
processing systems.



Traditionally, the Company has provided MRO supply chain management services through its In-
Plant Store® program. This program is a comprehensive outsourcing service through which the Company
manages all aspects of MRO supply procurement and handling at a customer’s site. Prior to the
implementation of the In-Plant Store program, a customer would typically obtain thousands of MRO
supplies from hundreds of traditional industrial distributors. The Company’s In-Plant Store program
allows the customer to procure its MRO supplies through one vendor. Through the In-Plant Store
program, the Company services many of its customers’ MRO supply needs by establishing a dedicated,
fully integrated store at the customer’s site. The customer, in turn, generally purchases all of its MRO
supplies from SDI. The Company operates the In-Plant Store program with its own trained MRO
procurement professionals, installs its proprietary information system designed specifically for industrial
procurement, and identifies appropriate inventory levels based on the supply needs of each site. Upon
implementation of services, the Company sometimes purchases, receives inventories and issues MRO
supplies directly to plant personnel, delivers ongoing technical support and provides the customer with a
comprehensive invoice twice per month, thereby reducing the administrative burden of traditional MRO
supply.

In addition to its full service offering, the Company has created a technology-based solution for small
sites (sites with an MRO spend under $2 million) that incorporates the Company’s sophisticated In-Site®
Online inventory management tool with a Company-hosted ERP module. In-Site Online is designed for
small sites where it is not economically practical to deliver a solution at the client’s site. This solution
enables customers to access the Company’s database directly from the customer’s desktop via Internet
access. In-Site Online provides item search and requisition capabilities in a secure e-business environment.

In marketing to prospective customers, the Company has modified its offering to place more emphasis
upon the value- added supply chain management services it provides and to decrease emphasis upon MRO
supply sales. With this initiative, the Company has enhanced its service offering through additional system
capabilities, including more flexible solutions and ongoing enhancements to In-Site Online which is
primarily designed for smaller sites where a comprehensive In-Plant Store is not economically justified.
The Company’s marketing efforts are focused on driving future business to a fee for services model. In
addition, traditionally the Company carried inventory on behalf of its customers at no additional fee. The
Company is limiting its obligations to carry inventory for new customers. However, the Company believes
that its modified offerings will gain market acceptance as customers come to understand the Company’s
value proposition, yet there is no guarantee concerning whether or when such market acceptance will
occur.

The Company believes that increased recognition of the inefficiencies associated with the traditional
MRO supply distribution process has increased the demand for MRO supply chain management solutions
such as those offered by the Company.

Customers

During the year ended December 31, 2005, two customers comprised 33.0% of the Company’s
revenues. Revenues from Molson/Coors Brewing Company and the New York City Department of
Education comprised 15.4% and 17.6% of revenues, respectively. Loss of either of these customers could
have a material adverse effect on the business. The same two customers comprised approximately 32.3% of
the Company’s revenues for the year ended December 31, 2004. Revenues from Molson/Coors Brewing
Company and the New York City Department of Education comprised 16.6% and 15.7% of the
Company’s revenues for the year ended December 31, 2004, respectively.

The Company periodically reviews the financial condition of its customers and seeks to reduce asset
exposure and program costs where appropriate.

The Company provides services to its customers in the United States, Mexico, and Canada (beginning
in 2005). During the years ended December 31, 2005 and 2004, 18.7% and 19.2% of the Company’s




revenues were from customers in Mexico. The Company’s operations in Mexico face unique risks,
including foreign trade restrictions, changes in U.S. and Mexican governmental regulations, currency
fluctuations, tariffs and other trade barriers, the potential for nationalization of enterprises, and political,
economic and social instability. Revenues from customers in Canada were less than 1% of the Company’s
revenues during the year ended December 31, 2005.

During the years ended December 31, 2005, 2004 and 2003, the Company had revenues of
$25,656,000, $23,420,000 and $26,088,000 from customers in Mexico. As of December 31, 2005 and
December 31, 2004, approximately 42.0% and 4.3% of the Company’s long-lived assets were located in
Mexico. The long-lived assets as of December 31, 2005 include the portion of inventories classified as other
assets. The Company has a deferred tax asset relating to its Mexican subsidiaries of $435,000 and $573,000
at December 31, 2005 and 2004, respectively.

In May 2003, the Company announced that it agreed to terminate the In-Plant Store services
agreements with El Paso Corporation (“EPC”), its largest customer at the time. The Company transitioned
all storerooms to EPC during July 2003. The Company’s revenues from EPC for fiscal 2003 were
$16.0 million. There were no accounts receivable or inventory related to the EPC services agreements at
December 31, 2003.

During 2003, the Company entered into an agreement with a new institutional customer. Due to a
concentration of a portion of this customer’s annual sales, the Company expects a spike in sales during the
third quarter of each fiscal year the customer continues business with the Company. During the third
quarter of 2003, the Company incurred $4.6 million of costs for supplies to this customer but did not
recognize revenue on the shipment of supplies as a result of not meeting all of the criteria required by SAB
104 until the first quarter of 2004.

Products

The Company provides a broad range of MRO supplies, replacement parts and selected classes of
production materials, including the following:

¢ Abrasives e Janitorial supplies

¢ Adhesives » Material handling products

¢ Coatings, lubricants and compounds ¢ Measuring instruments
 Cutting, hand, pneumatic and power tools o Power transmission equipment
o Electrical supplies e Replacement parts

o Fasteners * Respiratory products

¢ Fire protection equipment and clothing ¢ Safety products

» Hoses, pipe fittings and valves » Welding materials

¢ HVAC and plumbing equipment » General industrial supplies

Because of the broad range of products sold by the Company, no single product or class of products
accounted for more than 10% of the Company’s revenues for the years ending December 31, 2005, 2004
and 2003.

Suppliers

The Company purchases products from manufacturers and distributors. The Company has
agreements with manufacturers and suppliers, all of which can be canceled by the respective manufacturers
and suppliers upon notice of one year or less. As no manufacturer or supplier provides products that
account for more than 10% of the Company’s revenues and because the Company believes that it could
quickly find alternative sources of supply if any agreement or supply arrangement were canceled, the



Company does not believe that the loss of any one supply agreement or distribution contract, or any small
group of supply agreements or distribution contracts, would have a material adverse impact on the
Company’s business.

Competition

The Company’s business is highly competitive. The Company competes with a wide variety of
traditional MRO supply distributors. Most of such distributors are small enterprises selling to customers
within a limited geographic area, but the Company also competes with MRO supply distributors that are
larger and have significantly greater financial resources than the Company. The Company also competes
with several integrated supply providers, direct mail suppliers, internet suppliers and large warehouse
stores, some of which have significantly greater financial resources than the Company. Some of the
integrated supply providers with which the Company competes are also wholesale distributors that have
access to more favorable MRO supply pricing than is available to the Company. Some of the Company’s
competitors sell identical MRO supplies for lower prices than those offered by the Company.

The primary areas of competition include price, breadth and quality of product lines distributed,
ability to fill orders promptly, technical knowledge of sales personnel and, in certain product lines, service
and repair capability. The Company believes that its ability to compete effectively is dependent upon its
capability to be reasonably price-competitive, to deliver value-added supply chain management solutions to
its customers and to respond to the needs of its customers with high quality of service. The Company
believes that certain of its competitors have developed and implemented programs which offer services
similar to, and which compete with, the Company’s In-Plant Store program.

The Company also competes, to some extent, with the manufacturers of MRO supplies. The Company
believes, however, that most of such manufacturers sell their products through traditional industrial
distributors, because the limited range of products that a manufacturer offers cannot compete effectively
with the broad product lines and additional services offered by traditional industrial distributors and MRO
supply service providers such as the Company.

Government Regulation

In recent years, governmental and regulatory bodies have promulgated numerous standards and
regulations designed, among other things, to ensure the quality of certain classes of MRO items, to protect
workers’ well-being and to make the work place safer. The Company has increased sales in the past as a
result of its customers’ compliance with this increasing level of regulation. The Company cannot predict
the level or direction of future regulation.

Employees

As of December 31, 2005, the Company had 358 employees, of whom 114 were employed in selling
and administrative capacities and 244 were involved in operations. None of the Company’s employees were
covered under collective bargaining agreements. The Company considers its employee relations to be
good.

Insurance

The Company maintains liability and other insurance that it believes to be customary and generally
consistent with industry practice. The Company is also named as an additional insured under the products
liability policies of certain of its suppliers and, with respect to In-Plant Store facilities, so names certain of
its customers. The Company believes that such insurance is adequate to cover potential claims relating to
its existing business activities.



Item 1A. Risk Factors

The risks described below, together with all of the other information included in this report, should be
carefully considered in evaluating our business and prospects. Additional information regarding various
risks and uncertainties facing us are included under Item 7 and elsewhere in this report on Form 10-K. The
risks and uncertainties described in this Form 10-K are not the only ones facing us. Additional risks and
uncertainties not presently known or deemed insignificant may also impair our business operations. The
occurrence of any of the following risks could harm our business, financial condition or results of
operations. Solely for purposes of the risk factors in this Item 1A, the terms “we”, “our” and “us” refer to

Strategic Distribution, Inc. and its subsidiaries.

Certain Factors Affecting Forward Looking Statements

Some information provided by us or statements made by us may be subject to uncertainties and risks.
Any statements included in this Annual Report on Form 10-K, including any statements referenced or
incorporated by reference which are not statements of historical fact, are forward-looking statements.

Our industry is very competitive and we cannot assure you that we will be able to compete successfully
against all of our competitors.

We operate in a highly competitive industry, from the standpoint of number, size and strength of
competitors. While most of the distributors are small enterprises selling to customers in a limited
geographic area, there are also larger MRO supply distributors, integrated supply providers and large
warehouse stores that have greater financial resources than we do. Some of these integrated supply
providers are also wholesale distributors that have access to more favorable MRO supply pricing than are
available to us. The primary areas of competition include price, breadth and quality of product lines, fill
rates, and technological capabilities. Our initiatives continue to set us apart as a leader in our industry
through value-added services and comprehensive technological capabilities for our customers. However,
we cannot predict the entry of new competitors into the industry or scaling down of competition through
consolidations, which may result in a competitor strengthening their competitive position relative to us.

We have a high concentration of risk with regards to revenues, inventories and receivables attributable to
a few customers.

We have a high concentration of revenues, inventory and receivables attributable to a few customers.
Loss of any of these customers, without replacement of revenue source, could have a material adverse
effect on our business. See Item 8, “Financial Statements and Supplementary Data—Notes to the
Financial Statements”, Footnote No. 15 for more information.

We continue to focus on growth opportunities but cannot guarantee that the market will accept the new
modified offerings.

We are continning to refocus our business strategy to meet the demands of an evolving marketplace.
We continue our sales initiative for fee-for-services models which place a greater emphasis upon the value-
added supply chain management services, as opposed to MRO product sales and inventory ownership. To
this extent, we have continued to enhance our service offering by increasing system capabilities and
providing more flexible solutions, including In-Site Online designed for smaller sites where a
comprehensive In-Plant Store is not economically justified. We believe these changes in offering,
combined with intensified MRO supply pricing pressure, have lengthened our sales cycle. We also believe
that the modified offerings will gain market acceptance as customers come to understand this value
proposition, yet there is no guarantee concerning whether or when such market acceptance will occur.




We do experience some seasonality in our business with regards to revenues from one institutional
customer.

Our revenues are affected by such things as the length of sales cycles, and the timing of new customer
contracts. As such, our revenues are difficult to predict, but typically there is a spike in revenues and
associated costs during the third quarter of the year, particularly with regard to an institutional customer.

Although we operate under formal contracts with all our customers, we do run the risk of contract
termination for causes beyond our control.

We operate under formal contracts with all of our customers. [n the past, several larger customers
terminated contracts which had material impact on our revenues. Our management continuously works
with our customers to gauge their satisfaction with the contracts and our performance, and therefore, we
should be able to anticipate such events and react accordingly. In addition, our cultivation of new prospects
is an ongoing process. Over the past three years, El Paso Corporation (“EPC”), our largest customer in
2003, terminated our contract. Revenues from EPC in 2003 through the termination date were
$16.0 million.

Our deliverables to customers are highly dependent upon the smooth functioning of our systems.

Our ability to provide reliable technical services is dependent upon the efficiency and effectiveness of
our network systems and data centers.

Our ability to sell services outside the United States is highly dependent upon laws and policies in these
countries.

We operate outside the U.S., both in Canada and Mexico. Changes in the laws or policies of countries
in which we operate could affect our results of operations.

Our ability to operate efficiently is dependent on our reaction to economic changes.

Our results may be adversely affected by macroeconomic changes, such as inflation and recession. In
the event of economic downturn, we could experience customer bankruptcies, reduced volume of business
from our existing customers and lost volume due to plant shutdowns, or consolidations of our customers.

Our ability to grow our infrastructure is highly dependent upon hiring and retaining key personnel.

Our continued growth and success is inherently dependent upon the retention of senior management
and other key employees, the development and training of employees for management positions, and the
hiring of new qualified personnel. There is no assurance that we will continue to effectively recruit and
retain key personnel in management positions.

Our continued focus to grow the margin and income is contingent on the control of operating costs and
general and administrative expenses.

We continue to monitor our costs, however, there is no assurance that further cost reductions can be
made without inhibiting potential growth.

We rely on certain information to make customer credit decisions.

We maintain an experienced credit staff and rely on customer payment and credit history in making
customer credit decisions. However, we may experience credit losses in excess of projections. See
“Financial Statements and Supplementary Data—Notes to Consolidated Financial Statements”, Schedule
II for quantitative information.



Item 1B. Unresolved Comments

Not applicable.

Item 2.  Properties

The Company leases its corporate headquarters located in Bristol, Pennsylvania, a few small
warehouses and offices located at or near In-Plant Store sites and an office for the Mexican operations
located in El Paso, Texas. The Company has the right to renew some of these leases. The Company
believes the properties that are currently under lease are adequate to serve the Company’s business
operations for the foreseeable future. The Company believes that if it were unable to renew its lease at any
of these facilities, it could find other suitable facilities with no material effect on the Company’s business.
The Company does not own or lease the space occupied by its In-Plant Store facilities.

Item 3.  Legal Proceedings

The Company is currently involved in certain legal proceedings incidental to the conduct of its
business. The Company does not believe that the outcomes of such proceedings are likely to have a
material adverse effect, individually or in the aggregate, on its consolidated financial position or results of
operations.

Itemd.  Submission of Matters to a Vote of Security Holders
Not applicable.

PARTII
Item 5.  Market for the Registrant’s Common Equity and Related Stockholder Matters

The Common Stock is quoted on the Nasdaq National Market (“NNM”) under the symbol “STRD”.
As of March 17, 2006, there were approximately 1,400 holders of record of the Common Stock. The
following table sets forth the high and low sale prices of the Common Stock on the NNM for the periods
indicated:

Quarter Ended High Sales Price  Low Sales Price
March31,2004 ... ..ot $14.98 $11.51
June30,2004. ... ... 13.50 10.95
September 30,2004 .......... ... i, 15.70 12.80
December 31,2004, . ... ... 14.93 10.87
March 31,2005 ... e 13.00 11.77
June 30,2005, ... oot e e 1148 10.48
September 30,2005 ....... ... .. i 11.49 11.12
December 31,2005.......... oo 10.00 9.65

The Company paid a cash distribution, which was deemed to be a return of capital for tax purposes, of
$5.00 per common share to its shareholders during the fourth quarter of 2003. The distribution was paid on
October 6, 2003 to stockholders of record on September 8, 2003 and amounted to $14,765,000. The
Company paid no cash dividends on the Common Stock for the years ended December 31, 2005 and 2004.
The Company has not made any decisions to declare any cash dividends in the foreseeable future. At the
time of distribution in 2003, only shareholders who converted shares during the 2001 reverse split received
a distribution. During 2005 and 2004, the Company paid out approximately $2,000 and $51,000,
respectively, relating to the fourth quarter 2003 distribution. As of December 31, 2005 and 2004, $82,000
and $84,000, respectively, of the 2003 distribution remained unpaid and is recorded as a liability on the
consolidated balance sheet.




Item 6.  Selected Financial Data

Years ended December 31,
2005(a) 2004(b,c,d) 2003(e) 2002(f,g) 2001(h)

(dollars in thousands, except per share data)

Statement of Operations Data:

Revenues .......................... $ 136914 % 121,878 % 134,557 $ 253583 § 319,619
Operatingloss .................... (3,877) (4,017) (853) (1,752) (12,777)
Loss before income taxes. . ............ (3,177) (3,679) (357) (1,315) (13,125)
Income tax (expense)‘ benefit. .......... (255) 1,058 (367) (164) —

" Loss from continuing operations. . . . . . . . (3,432) (2,621) (724) (1,479) "(13,125)
Cumulative effect of accounting change . . — — — (1,939) —
Netloss. . ....ooennniiiine (3,432) (2,621) (724) (3,418) (13,125)

Per Share Data—basic and diluted:
Loss from continuing operations . . . ... .. $ (1.16) % 089 $ 024) § (0.48y $ (4.25)
Cumulative effect of accounting change . . — — — (0.63) —
Netloss. ..........oii it (1.16) (0.89) ‘ (0.24) (1.11) (4.25)
Cash dividend declared per common share . . — — 5.00 — —
Weighted Average Number of Shares of
Common Stock Outstanding . .......... 2,958,650 2,953,822 2,989,011 3,084,964 3,088,896
Balance Sheet Data:
Totalassets. ...............ovei.n. $ 64534 § 63,786 § 65503 § 92,870 § 111,313
Long-termdebt ................. .., —_ — — — —

(a) Operating results include a $1.2 million provision for doubtful accounts, primarily due to a customer that filed for protection
under Chapter 11 of the U.S. Bankruptcy Code in the second quarter of 2005 ($523,000), and an unfavorable settlement with a
former customer ($451,000).

(b) Operating results include approximately $5,700,000 of revenue related to supplies shipped in 2003. This revenue was not
recognized until all of the criteria of Staff Accounting Bulletin No. 104, Revenue Recognition (“SAB 104”), were met during the
first quarter of 2004,

(c) Operating fesults include a favorable resolution of a dispute of $400,000 and a favorable recovery of previously reserved
receivables of $300,000.

(d) The income tax benefit includes a $1.1 million favorable resolution of a state tax issue.
(e) Operating results include a benefit of $700,000 from a legal settlement for less than amounts previously accrued, a $930,000
reduction in cost of materials related to changes in previously recorded estimates of liabilities for products purchased, a charge

of $232,000 for the repricing of outstanding stock options and a charge of $250,000 related to changes in the Company’s
vacation benefits.

(f)  Operating results include revenues of $26,200,000, gross margin of $1,700,000, a charge of $3,800,000 for the write-down of
certain fixed assets and severance expense of $700,000, all related to the termination of the Kraft contract and inventory sale to
Kraft.

(g) Operating loss is net of operating income of $900,000 related to an increase in the recoverable value of accounts receivable and
inventories in connection with the termination of services agreements and $300,000 from an insurance recovery.

(h) Operating loss includes charges amounting to $5,800,000 related to the bankruptcies of two large In-Plant Store customers.

Forward-Looking Statements

Certain statements in this Form 10-K constitute forward-looking statements within the meaning of the
Private Securities Litigation Reform Act of 1995, which involve risks and uncertainties. The words
“believe”, “expect”, “anticipate”, “project” and similar expressions identify forward-looking statements.
Readers are cautioned not to place undue reliance on these forward-looking statements. The Company’s
actual results in the future could differ significantly from the results discussed or implied in such
forward-looking statements. Factors that could cause or contribute to such differences include, but are not
limited to, those described in Risk Factors above and other risks described in this Form 10-K, and other -

filings made by the Company with the Securities and Exchange Commission (“SEC”).




Item 7.  Management’s Discussion and Analysis of Financial Condition and Results of Operations

The following discussion should be read in conjunction with the consolidated financial statements of the
Company and the notes thereto and the Selected Consolidated Financial Data included elsewhere herein.
Historical operating results are not necessarily indicative of trends in operating results for any future period.

Overview

Strategic Distribution, Inc. and subsidiaries (the “Company”) provides supply chain management
services with respect to maintenance, repair and operating (“MRO”) supplies for industrial and
institutional customers in the United States, Mexico, and Canada. The Company conducts its U.S.
operations primarily through its wholly-owned subsidiary, SDI, Inc. (“SDI”).

Revenues for the year ended December 31, 2005 increased approximately 12.3% when compared to
the prior year. This increase is primarily due to strong product sales within the Company’s existing
customer base and the addition of three new customers, offset by the termination of one customer
contract. During 2005, the Company continued its fee-for-services model sales initiative which places a
greater emphasis upon the value-added supply chain management services it provides, as opposed to MRO
product sales and inventory ownership. To this extent, the Company has continued to enhance its service
offering by increasing system capabilities and providing more flexible solutions, and enhancements to In-Site
Online which is primarily designed for smaller sites where a comprehensive In-Plant Store is not
economically justified. However, the Company believes that its modified offerings will gain market
acceptance as customers come to understand the Company’s value proposition, yet there is no guarantee
concerning whether or when such market acceptance will occur.

The Company incurred a net loss of $3.4 million for the year ended December 31, 2005 as compared
to a net loss of $2.6 million in 2004 (which included a tax benefit of $1.1 million resulting from a favorable
resolution of a state tax matter). Future growth in the Company’s business is highly dependent on its ability
to attract new customers and maintain its current base of existing customers. Company management is
continuing to focus on developing new business opportunities while driving efficiencies throughout the
organization that will reduce operating costs. There is no assurance the Company will be successful in its
efforts.

Critical Accounting Policies

The SEC has issued cautionary advice regarding disclosure about critical accounting policies. The
SEC defines critical accounting policies as those that are both most important to the portrayal of a
company’s financial condition and results and that require management’s most difficult, subjective or
complex judgments, often as a result of the need to make estimates about matters that are inherently
uncertain and may change materially in subsequent periods. The preparation of the Company’s
consolidated financial statements requires estimates and assumptions that affect amounts reported and
disclosed in the financial statements and related notes. Significant estimates made by the Company include
the following:

o Reserves and Accrued Liabilities: The Company provides reserves and accrued liabilities in
accordance with generally accepted accounting principles for events such as site closures, to record
assets at estimated net realizable values and to record probable contingent liabilities. In addition, in
the ordinary course of business, management makes estimates of accrued liabilities to suppliers and
other service providers. The amounts of such reserves and accrued liabilities are based on
information and assumptions that the Company deems reasonable and probable at the time. The
matters that give rise to such provisions are inherently uncertain and require complex and
subjective judgments.




o Allowance for doubtful accounts: The Company maintains allowances for doubtful accounts for
estimated losses resulting from the Company’s review and assessment of its customers’ ability to
make required payments. If the financial condition of the Company’s customers were to deteriorate,
additional allowances might be required.

o Deferred tax asset valuation allowance: The Company records a valuation allowance to reduce its
deferred tax assets to an amount that is more likely than not to be realized. While the Company has
considered future taxable income and ongoing tax planning strategies in assessing the need for the
valuation allowance, future realization of these assets in excess of the net amount recorded would
increase income during that period. Likewise, should the Company determine a greater possibility
exists that it would not be able to realize part of or the entire net deferred tax asset in the future, a
charge to income would result at the time the determination was made.

& Recoverability of assets: The Company makes significant estimates relating to the recoverability of
assets, such as inventory and long-lived assets. The Company’s ability to recover the value of its
inventory depends on a number of factors, including the financial condition of its customers, the
effect of changes in economic conditions and its ability to enforce provisions of its contracts in the
event of disputes, through litigation if necessary. The recoverability of long-lived assets is highly
dependant on the Company’s business volume and application of the applicable accounting
standards requires significant judgments and estimates.

Although the Company believes the estimates and assumptions used in determining the recorded
amounts of assets and liabilities at December 31, 2005 are reasonable, actual results could differ materially
from estimated amounts recorded in the Company’s consolidated financial statements.

Contract Terminations

During the year ended December 31, 2005, one of the Company’s customer contracts terminated in
contrast to the year ended December 31, 2004 when six of the Company’s contracts with smaller customers
terminated. None of these contract terminations totaled more than 10% of the Company’s revenues in any
given reporting period.

In May 2003, the Company announced that it agreed to terminate its In-Plant Store services
agreements with EPC, its then largest customer. The Company transitioned all storerooms to EPC during
July 2003. The Company’s revenues from EPC for fiscal 2003 were $16.0 million.

Results of Operations

The following table of revenues and percentages sets forth selected items of the results of operations:

Years ended December 31,

2005 2004 2003

Revenues ...........ooeevviiiinit, $136,914,000 $121,878,000 $134,557,000
Revenues ..........coooiiiiiiiii i, 100.0% 100.0% 100.0%
Costof Materials.......................... 82.7 80.4 71.7
Operating Wages and Benefits. ............. 6.6 72 8.6
Other Operating Expenses . ................ 2.5 2.9 27
Selling, General and Administrative Expenses 11.0 12.8 11.6
Operating Loss ...........covviiiinennn.. (2.8) 3.3 (0.6)
InterestIncome.............. ..o 0.5 0.3 0.4
Loss from Operations before Income Taxes . . (2.3) - (3.0 (0.2)
Income Tax (Expense) Benefit. ............. 0.2) 0.9 (0.3)
NetLoss .. ooiviiiii i (2.5) (2.1) (0.5)
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Year Ended December 31, 2005 Compared to Year Ended December 31, 2004

Revenues

2005 2004 Change
Revenues ........ooovviveiininenann. $136,914,000 $121,878,000 12.3%

Revenues increased 12.3%, or $15.0 million, to $136.9 million for the year ended December 31, 2005
as compared to $121.9 million for the year ended December 31, 2004. The increase in revenues over the
prior year is attributable to growth within the Company’s existing customer base of $19.5 million and
revenues generated by new customer contracts of $1.0 million, offset by a $5.5 million decline in revenues
from closed sites. The Company categorizes “new” customers as those that generated revenue in the
current year with no revenue during the prior year. Revenues for the year ended December 31, 2004
include the recognition of $5.7 million of revenue in the first quarter of 2004, relating to supplies shipped
during the third quarter of 2003, and other service fee revenue. This $5.7 million in revenue was not
recognized until the first quarter of 2004 when all of the criteria of Staff Accounting Bulletin No. 104,
Revenue Recognition, were met.

Molson/Coors Brewing Company comprised 15.4% and 16.6% of the 2005 and 2004 revenues,
respectively, with an increase of $0.8 million in 2005 over 2004. Revenue from the New York City
Department of Education comprised 17.6% and 15.7% of the Company’s revenues for the years ended
December 31, 2005 and 2004, respectively, with a $5.0 million increase in 2005 over 2004.

Cost of Materials / Gross Margin

2005 2004 Change
Costof Materials ....................... $113,247,000 $98,029,000 15.5%
Costof Materials %0, ...........ooiuns, 82.7% 804% 2.3%
GrossMargin % ..........coocoievi.. 17.3% 19.6% (2.3)%

Cost of materials as a percentage of revenue increased 2.3% to 82.7% for the year ended December 31,
2005 from 80.4% in 2004. The increase in the cost of materials as a percentage of revenue was attributable
to a shift in the Company’s product mix and to pricing pressures from several customers, as well as a lower
proportion of management service and implementation fees in the revenue mix which have no direct
material cost. The Company experienced a shift in its revenue mix to revenues from customers that
generated lower gross margins than the Company has historically reported, but also, on average, site
operating expenses for these customers are Jower as a percentage of revenues compared to the Company’s

legacy business.
Other
2005 2004 Change

Operating Wages and Benefits. . .................. $ 9,063,000 $ 8,775,000 3.3%
Operating Wages and Benefits % ................. 6.6% 72% (0.6)%
Other Operating Expenses ....................... $ 3,435,000 $ 3,537,000 29%
Other Operating Expenses %............ccoovnne.. 2.5% 29% (0.4)Y%
Selling, General and Administrative Expenses . ... .. $15,046,000  $15,554,000 (3.3)%
Selling, General and Administrative Expenses %. . . . 11.0% 128% (1.8)%
InterestIncome. ........ooviiiiiiiiin i, § 700000 $ 338,000 107.1%
InterestIncome % .......coovvviinerin v 0.5% 03% 02%
Income Tax (Expense) Benefit.................... $ (255,000) $ 1,058,000 NM
Income Tax (Expense) Benefit % ................. (0.2)% 09% (1.1)%

NM — not meaningful
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Operating wages and benefits expense as a percentage of revenues decreased to 6.6% for the year
ended December 31, 2005 from 7.2% in 2004. The reduction in operating wages and benefits expenses as a
percentage of revenues was attributable to a higher revenue base. However, on a dollar basis, operating
wages and benefits increased 3.3% attributable to additional customer sites and cost of living increases.
Management continues to monitor operating wages and benefits to ascertain that service levels and
operating expenses at each of the sites are adequate to meet transaction volumes.

Other operating expenses as a percentage of revenues decreased to 2.5% for the year ended
December 31, 2005 from 2.9% in 2004. While the decrease in the percentage of revenues is related to a
higher revenue base, the net reduction in expenses of $0.1 million was attributable to several factors
including a decrease in outsourced technology services of $0.3 million, and a decline in software
amortization, licenses and support and system depreciation totaling $0.1 million, which were offset by an
increase in temporary labor services of $0.3 million.

Selling, general and administrative expenses for the year ended December 31, 2005 decreased to $15.0
million, compared to $15.6 million for the period ended December 31, 2004. These expenses as a
percentage of sales declined to 11.0% for the year ended December 31, 2005 from 12.8% in 2004. The
decrease in selling, general and administrative expenses is attributable to several factors including
(i) payroll and benefit savings of $1.0 million, (ii) a decline in temporary labor and consulting services of
$0.4 million, (iii) reduced travel expenses of $0.3 million, (iv) a decline in legal expenses of $0.2 million,
and (v) other general operating expenses of $0.1 million. These reductions were offset by a $1.5 million
increase in bad debt expense of which $0.5 million is due to a customer that filed for protection under
Chapter 11 of the U.S. Bankruptcy Code, an unfavorable settlement under a terminated contract of $0.4
million, and $0.3 million due to a recovery of receivables in 2004. The Company’s ability to maintain or
decrease the selling, general and administrative expenses as a percentage of revenue is highly dependent
upon the Company’s ability to expand its revenue base. Management believes the current cost structure of
the Company will enable future growth. Additional cost reductions, if taken, could potentially inhibit that
growth.

Interest income was $700,000 for the year ended December 31, 2005 compared to interest income of
$338,000 for the comparable period in 2004. During 2005, the average monthly cash balance was
approximately $3.1 million lower than the comparable period of 2004. However, rising interest rates
accounted for improved interest income in 2005. During the year ended December 31, 2004 the Company
sold short-term investments for approximately $5.1 million, and realized a $30,000 loss on an investment
that was previously recorded in other comprehensive loss.

Income tax expense was $255,000 for the year ended December 31, 2005 compared to a tax benefit of
approximately $1.1 million for year ended December 31, 2004. The income tax expense in 2005 was
attributable to the Company’s Mexican operations. In the fourth quarter of 2004, the Company recognized
a benefit and received cash in the amount of approximately $1.1 million relating to the favorable resolution
of a state tax issue. There was no tax benefit recorded for pretax losses of the Company’s U.S. operations
for the years ended December 31, 2005 and 2004. The realization of income tax benefits from such losses is
dependent on future events that are currently not deemed likely to occur.

Net loss for the year ended December 31, 2005 was $3,432,000 compared to net loss of $2,621,000 in
2004 (which included a tax benefit of approximately $1.1 million due to the favorable resolution of a state
tax matter).
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Year Ended December 31, 2004 Compared to Year Ended December 31, 2003

Revenues

2004 2003 Change _
Revenues..............cooiiiiiiiin..s $121,878,000 $134,557,000 (9.4)%

Revenues for the year ended December 31, 2004 decreased $12.7 million, or 9.4%, to $121.9 million
from $134.6 million for the year ended December 31, 2003. The termination of contracts with customers in
2004 was the primary cause for the revenue reduction. The closing of EPC accounted for $16.0 million of
the overall decrease. Other site closings and a reduction in revenue from our existing business resulted in
an additional decrease of $16.5 million (including a $2.5 million inventory sale to a former customer) and a
$0.8 million (including a $1.0 million inventory sale) to a current customer during 2003. This decrease of
$33.3 million was offset by revenues from new customers of $20.6 million. A portion of the revenues from
new customers during 2004, $5.7 million, related to supplies shipped during the third quarter of 2003 and
other service fee revenue. This revenue was not recognized until all of the criteria of Staff Accounting
Bulletin No. 104, Revenue Recognition (“SAB 104”), were met during the first quarter of 2004. As a result,
the Company recognized revenue on two seasonal buys from the new customer during the year ended
December 31, 2004.

Molson/Coors Brewing Company comprised 16.6% and 14.1% of the 2004 and 2003 revenue,
respectively. Revenues from the New York City Department of Education comprised 15.7% of the
Company’s revenue for the year ended December 31, 2004. EPC, which terminated its contract with the
Company during the third quarter of 2003, comprised 11.9% of the Company’s revenue for the year ended
December 31, 2003.

Cost of Materials / Gross Margin

2004 2003 Change
Costof Materials ........................ $98,029,000 $104,601,000 (6.3)%
Costof Materials % . ... ..........o ot 80.4% 77.7% 2.7%
GrossMargin % ..o, 19.6% 223% (2.1)Y%

Cost of materials as a percentage of revenues increased to 80.4% for the year ended December 31,
2004 from 77.7% in 2003. The increase in the cost of materials as a percentage of revenue was primarily
attributable to a lower portion of management service fees in the revenue mix for the year ended
December 31, 2004 as compared to the year ended December 31, 2003, lower gross margins from the
Company’s new business in 2004, and a reduction in the consolidated costs of goods sold during the fourth
quarter of 2003 as a result of decreases in previously estimated liabilities for product purchases, partially
offset by the 2004 implementation revenue earned from one of the new customers which had no direct
product costs. The new customers generated lower gross margins than the Company has historically
reported, but they also, on average, reported lower site operating expenses, as a percentage of revenue.
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Other

2004 2003 Change
Operating Wages and Benefits. ................... $ 8,775,000 $11,568,000 (24.1)%
Operating Wages and Benefits % ................. 72% 86% (1.4)%
Other Operating Expenses . .........c.c.oovven.. $ 3,537,000 $ 3,606,000 (1.9%
Other Operating Expenses %..................... 2.9% 279%  02%
Selling, General and Administrative Expenses . . .. .. $15,554,000 $15,635,000 (0.5)%
Selling, General and Administrative Expenses %. . . . 12.8% 11.6% =~ 1.2%
Interest INCOME. ... v et $ 338,000 $ 496,000 (31.8)%
InterestIncome % .....coveveiiiiinnininenn. 03% 04% (0.1D)%
Income Tax Benefit (Expense).................... $ 1,058,000 $ (367,0000 NM
Income Tax Expense %.......ccovviiiinenn.. 0.9% 03)% 12%

NM — not meaningful

Operating wages and benefits expense as a percentage of revenues decreased to 7.2% for the year
ended December 31, 2004 from 8.6% in 2003. The reduction in operating wages and benefits expenses as a
percentage of revenues was primarily attributable to the termination of the EPC services agreement.
Operating wages and benefits expenses stated as a percentage of revenues were higher under the EPC
services agreement than in our standard service agreements. Continued declines in business volume from
existing customers may result in lower productivity and may negatively impact the Company’s ability to
maintain staff at optimal levels.

Other operating expenses as a percentage of revenues increased 0.2% to 2.9% for the year ended
December 31, 2004 from 2.7% in 2003. The increase in percentage is primarily related to the impact of
certain fixed costs, such as depreciation of the Company’s Enterprise Reporting Package (“ERP”) system,
on a declining revenue base. The Company’s other operating expenses were reduced by $0.1 million for the
year ended December 31, 2004 substantially as a result of contract terminations.

Selling, géneral and administrative expenses as a percentage of revenues increased to 12.8% for the
year ended December 31, 2004 from 11.6% in 2003. The increase in the selling, general and administrative
costs as a percentage of revenues is primarily attributable to non-operational employee wages and benefits
and other fixed costs as a percentage of the lower revenue base. The Company’s ability to maintain or
decrease the selling, general and administrative expenses as a percentage of revenue is highly dependent
upon the Company’s ability to expand its revenue base. During each of the years ended December 31, 2004
and 2003, the Company recorded benefits of $0.7 million. The $0.7 million benefits for the year ended
December 31, 2004 related to the favorable resolution of a dispute with a vendor of $0.4 million and a
favorable recovery of previously reserved receivables of $0.3 million. The $0.7 million benefit for the year
ended December 31, 2003 related to a legal settlement for more than anticipated. During the fourth
quarter of 2003, the Company recorded approximately $0.5 million in expense as a result of repricing the
Company’s outstanding stock options and changing the methodology for administering the Company’s
vacation policy: Overall, selling, general and administrative expenses in 2004 remained relatively consistent
with 2003, decreasing $0.1 million.

Interest income was $338,000 for the year ended December 31, 2004 compared to interest income of
$496,000 for the comparable period in 2003. During 2004, the average monthly cash balance was
approximately $12.4 million lower than the comparable period of 2003. The reduction of interest income
was primarily attributable to the lower average cash balance. The decrease in the average cash balance
during the period is primarily attributable to the $5.00 per common share cash distribution paid to the
Company’s shareholders in the fourth quarter of 2003, amounting to approximately $14.8 million, and the
timing difference between the cash outlay and receivable collections from the Company’s seasonal business

15




during the fourth quarter of 2004. During the year ended December 31, 2004 the Company sold short-term
investments for approximately $5.1 million, and realized a $30,000 loss on an investment that was
previously recorded in other comprehensive loss.

Income tax expense of $23,000 was recorded on income earned from the Company’s Mexican
operations during the year ended December 31, 2004. During the fourth quarter of 2004, the Company
recognized a benefit and received cash in the amount of approximately $1.1 million relating to the
favorable resolution of a state tax issue. There was no tax benefit recorded for pretax losses of the
Company’s U.S. operations for the year ended December 31, 2004. The realization of income tax benefits
from such losses is dependent on future events that are currently not deemed likely to occur.

Net loss for the year ended December 31, 2004 was $2,621,000 compared to net loss of $724,000 in
2003, as a result of the operating results previously discussed.

Liquidity and Capital Resources

As of December 31, 2005, the Company had $29.9 million of cash and cash equivalents. The Company
believes that cash on hand, cash generated from future operations and the ability to enter into a new credit
facility, if deemed appropriate, will generate sufficient funds to permit the Company to support its
operations.

Net cash provided by operating activities was $3.9 million for the year ended December 31, 2005
compared to net cash used in operations of $1.5 million in 2004. The increase in net cash provided by
operating activities was primarily due to changes in working capital requirements including a decrease in
receivables of $0.5 million, a $4.3 million increase in accounts payable due to the timing of vendor
payments, offset by an increase in inventory levels of $0.5 million for a legacy customer which requires the
Company to purchase large quantities of production parts necessary to support their production schedule.

As of December 31, 2004, net accounts receivable included outstanding balances of approximately
$0.5 million for terminated accounts with which the Company is involved in litigation. The outstanding
balance of $0.5 million from December 31, 2004 was fully reserved in 2005.

Net cash used in investing activities was $0.8 million for the year ended December 31, 2005 compared
to $3.5 million provided in 2004. During the year ended December 31, 2005, the Company purchased
capital equipment, primarily computer systems, for its operations. During the year ended December 31,
2004 the Company sold short-term investments for approximately $5.0 million and realized a $30,000 loss
on an investment that was previously recorded in other comprehensive loss. These short-term investments
were purchased during 2003 for $5.1 million. Additionally in 2004, the Company purchased approximately
$1.5 million of capital equipment, primarily computer systems and related equipment to support new
customer sites.

Net cash used in financing activities was $23,000 for the year ended December 31, 2005 compared to
$11,000 for the year ended December 31, 2004.

The Company has no off-balance sheet arrangements that have or are reasonably likely to have a
current or future effect on its financial condition, results of operations, liquidity, capital expenditures or
capital resources that are material to the Company’s investors.

Contractual Obligations

Payments Due by Period
Total 2006 2007 2008-2009 Thereafter
Operating leases(1) ... . $1,483,000 $415,000 $381,000 $684,000 $3,000

(1) The Company leases office facilities, equipment and vehicles under operating leases.
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Inflation

The Company believes that any impact of general inflation has not had a material effect on its results
of operations. The Company’s current policy is to attempt to reduce any impact of inflation through price
increases and cost reductions.

Seasonality

During 2003, the Company entered into an agreement with a new institutional customer. Due to a
concentration of a portion of this customer’s annual sales, the Company expects a spike in sales during the
third quarter of each fiscal year the customer continues business with the Company. During the third
quarter of 2003, the Company incurred $4.6 million of costs for supplies to this customer but did not
recognize revenue on the shipment of supplies as a result of not meeting all of the criteria required by SAB
104 until the first quarter of 2004.

Recently Issued Accounting Standards

In November 2004, the Financial Accounting Standards Board (“FASB”) issued Statement No. 151,
Inventory Costs: an Amendment of ARB No. 43, Chapter 4. The Statement clarifies the accounting for
abnormal amounts of idle facility expense, freight, handling costs, and wasted material (spoilage) as
current-period charges and amends Chapter 4, Inventory Pricing of FASB Accounting Research Bulletin
No. 43, Restatement and Revision of Accounting Research Bulletins. FASB No. 151 is effective for the
first annual reporting period beginning after June 15, 2005. The Company does not expect that this
statement will have any effect on its financial condition and results of operations.

In December 2004, the FASB issued SFAS No. 123R, Share-Based Payment. This Statement is a
revision of SFAS No. 123 and supersedes APB No. 25 and its related implementation guidance. SFAS
No. 123R requires a company to measure the grant-date fair value of equity awards given to employees in
exchange for services and recognize that cost over the period that such services are performed. SFAS
No. 123R is effective for the first annual reporting period that begins after June 15, 2005. The Company
plans to adopt SFAS No. 123R using the modified-prospective transition method. Assuming future annual
stock option awards are comparable to prior years’ annual awards and the Black-Scholes method is used to
compute the value of the awards, the annualized impact on diluted earnings per share is expected to be
consistent with our pro forma SFAS No. 123 disclosures.

In March 2005, the FASB issued FASB Interpretation No. (“FIN”) 47, Accounting for Conditional
Asset Retirement Obligations, an Interpretation of FASB Statement No. 143. This Interpretation clarifies -
that a conditional retirement obligation refers to a legal obligation to perform an asset retirement activity
in which the timing and (or) method of settlement are conditional on a future event that may or may not
be within the control of the entity. The obligation to perform the asset retirement activity is unconditional
even though uncertainty exists about the timing and (or) method of settlement. Accordingly, an entity is
required to recognize a liability for the fair value of a conditional asset retirement obligation if the fair
value of the liability can be reasonably estimated. The liability should be recognized when incurred,
generally upon acquisition, construction or development of the asset. FIN 47 was adopted in 2005 and had
no effect on the Company’s financial statements.

In May 2005, the FASB issued SFAS No. 154, Accounting Changes and Error Corrections. SFAS
No. 154 provides guidance on the accounting for and reporting of accounting changes and error
corrections. This statement is effective for accounting changes and corrections of errors made in fiscal
years beginning after December 15, 2005 and early adoption is permitted. The Company adopted SFAS
No. 154 effective as of January 1, 2006.

4

Item 7A. Quantitative and Qualitative Disclosures about Market Risk

The Company’s exposure to market risk is generally limited to changes in interest rates related to
funds available for investment, which are tied to variable market rates. The Company does not have any
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material exposure to market risk associated with activities in derivative financial instruments, other
financial instruments and derivative commodity instruments. If market interest rates were to increase by
10% from rates as of December 31, 2005, the effect would not be material to the Company.

The Company provides the In-Plant Store program in Mexico through two subsidiaries (collectively
“Mexico”). Mexico’s operations are conducted primarily in U.S. dollars, its functional currency, and
therefore the Company is not exposed to any significant foreign currency fluctuations and has no foreign
currency translation adjustments.

In 2005, the Company began selling to Canadian customers through its wholly-owned Canadian
subsidiary, Strategic Distribution (Canada) Company. The Canadian operations are conducted primarily in
U.S. dollars, its functional currency; and therefore the Company is not exposed to foreign currency
fluctuations and has no foreign currency translation adjustments.

Item 8.  Financial Statements and Supplementary Data

Financial statements of the Company are listed on the accompanying Index to Financial Statements.

Item 9.  Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

None.

Item 9A. Controls and Procedures
(A) Evaluation of Disclosure Controls and Procedures

The Company maintains a system of disclosure controls and procedures designed to provide
reasonable assurance that information required to be disclosed in the Company’s reports filed or
submitted pursuant to the Securities Exchange Act of 1934, as amended (the “Exchange Act”), is recorded,
processed, summarized and reported within the time periods specified in the rules and forms of the
Securities and Exchange Commission. Disclosure controls and procedures include, without limitation,
controls and procedures designed to ensure that such information is accumulated and communicated to
the Company’s management, including its Chief Executive Officer and Chief Financial Officer, as
appropriate, to allow timely decisions regarding required disclosure. The Company carried out an
evaluation, under the supervision and with the participation of management, including the Chief Executive
Officer and Chief Financial Officer, of the design and operation of the Company’s disclosure controls and
procedures as of the end of the period covered by this report. Based on this evaluation, the Company’s
Chief Executive Officer and Chief Financial Officer concluded that the Company’s disclosure controls and
procedures were effective at December 31, 2005.

(B) Changes in Internal Control Over Financial Reporting

There have not been any changes in the Company’s internal control over financial reporting during
the Company’s fiscal year ending December 31, 2005 that have materially affected or are reasonably likely
to materially affect the Company’s internal control over financial reporting.

Item 9B. Other Information

None.
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders
Strategic Distribution, Inc.:

We have audited the consolidated balance sheets of Strategic Distribution, Inc. and subsidiaries as of
December 31, 2005 and 2004, and the related consolidated statements of operations, stockholders’ equity
and cash flows for each of the years in the three-year period ended December 31, 2005. In connection with
our audits of the consolidated financial statements, we also have audited the financial statement schedule.
These consolidated financial statements and the financial statement schedule are the responsibility of the
Company’s management. Our responsibility is to express an opinion on these consolidated financial
statements and the financial statement schedule based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and significant estimates made
by management, as well as evaluating the overall financial statement presentation. We believe that our
audits provide a reasonable basis for our opinion. ‘

In our opinion, the consolidated financial statements referred to above present fairly, in all material
respects, the financial position of Strategic Distribution, Inc. and subsidiaries as of December 31, 2005 and
2004, and the results of their operations and their cash flows for each of the years in the three-year period
ended December 31, 2005, in conformity with U.S. generally accepted accounting principles. Also, in our
opinion, the related financial statement schedule, when considered in relation to the basic consolidated
financial statements taken as a whole, presents fairly, in all material respects, the information set forth
therein.

KPMG LLP
Philadelphia, Pennsylvania
March 28, 2006




STRATEGIC DISTRIBUTION, INC. AND SUBSIDIARIES

Consolidated Balance Sheets
(in thousands, except share data)

December 31,
2005 2004
Assets
Current assets:
Cash and cashequivalents. ............o ittt ieens $ 29,925 $ 26,840
Accounts receivable,net ............ ... .. e e e 17,862 19,638
| o NZ=3 110 o (7300 1 =1 A A 11,686 12,800
Prepaid expenses and other current assets. . ............oooveiiiniv ... 361 426
Total CUITENt ASSETS. . .. vttt it et e et e e 59,834 59,704
Office fixtures and equipment, Det. . ... ... vt iiir et iiieennns 2,600 3,495
Deferred INCOmMeE 1aXeS . . o .o i ittt ettt e e 435 573
10110 1=3 g 1T . O P 1,665 14
Total asSets. ..o e e $ 64,534 § 63,786
Liabilities and Stockholders’ Equity
Curreit liabilities:
Accounts payable and accrued eXpenses. ... ...t e e $ 19,407 § 15,137
Total current Habilties. . ..o oo oot e 19,407 15,137
Commitments and contingencies (Note 13)
Stockholders’ equity:
Prefetted stock, par value $.10 per share. Authorized: 500,000 shares; issued
anid OUtStANAINE: ONE . ...t \ ettt et et e e e e e aeiines — —
Cominon stock, par value $.10 per share. Authorized: 20,000,000 shares;
3,096,674 issued and 2,960,174 outstanding at December 31, 2005; 3,096,174
issued and 2,959,674 outstanding at December 31,2004 ................... 310 310
Additional paid-in capital .. .........o.iii e 82,130 82,220
Accumulated deficit . ... ...ouit i e (35,107)  (31,675)
Treasury stock, at cost (136,500 shares at December 31, 2005 and December 31,
2004 . e e (2,206) (2,206)
Total stockholders’ equity.......oocvviiiin i 45,127 48,649
Total liabilities and stockholders’ equity. . ........ovvviruverreeneinnn.. $ 64,534 § 63,786

See accompanying notes to consolidated financial statements.
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STRATEGIC DISTRIBUTION, INC. AND SUBSIDIARIES

Consolidated Statements of Operations
(in thousands, except share data)

Years ended December 31,

2005 2004 2003
REVENUES ..\ttt e e e $ 136914 § 121,878 § 134,557
Costs and expenses: ' o
CostofmaterialS. .......cooiiii i 113,247 98,029 104,601
Operating wages and benefits..................... ... .. 9,063 8,775 11,568
Other operating €Xpenses ...........ouevieenireenaeenn. 3,435 3,537 . 3,606
Selling, general and administrative expenses................ 15,046 15,554 15,635
Total costs and €Xpenses . . .....ooviveiieeininneenen., 140,791 125,895 135,410
Operating 1oss . . ... (3,877) (4,017) (853)
Interestincome ........creeviinoii i, 700 338 496
Loss from operations before income taxes................ (3,177) 3,679 (357
Income tax (expense) benefit ............ ..o (255) 1,058 (367)
NEtIOSS . ottt $ (3432) § (2621) § (724
Net loss per common share—basic and diluted. ............... $ (116) § (089) § (0.24)
Weighted average number of shares of common stock : .
outstanding—basic and diluted: . ........... ... ... oL 2,958,650 2,953,822 - 2,989,011

See accompanying notes to consolidated financial statements.
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STRATEGIC DISTRIBUTION, INC. AND SUBSIDIARIES

Consolidated Statements of Stockholders’ Equity
(in thousands, except share data)

Accumulated
Additional Other
Common Paid-In Accumulated Comprehensive Notes Treasury
. Stock Capital Deficit Loss Receivable Stock
Balance at December 31,2002 ........... $314  § 98,008  $(28,330) $ — $(1,303) $(1,563)
Netloss ..o, — — (724) — — —
Unrealized loss on investments. ........ — — — (25) — —
Repurchase of 45,476 shares........... — 12) — —_ — (643)
Exercise of stock options .. ............ - 36 — — — —
Distribution to stockholders ........... —_ (14,765) — — — —
Revaluation of stock options. .......... — 232 — — — —
Cancellation of 51,500 shares for
- defaulted notes receivable........... %) (1,298) — — 1,303 —
Issuance of 147 shares related to 2001
reverse stock split.................. — — — — — —
Balance at December 31,2003 ........... 309 82,201 (29,054) (25) — (2,206)
Netloss ..o, — — (2,621) — — —
Sale of short-term investments and
recognition related unrealized losses . . — — — 25 — —_
Revaluation of stock options........... — (20) — — — —
Exercise of stock options .. ............ 1 39 L — — — —
Balance at December 31,2004 ........... 310 82,220 (31,675) . — — (2,206)
Netloss ..ot — — (3,432) — — —
Revaluation of stock options........... — (69) — — — —
Repurchase of 1,500 shares............ — 21) — — — —
Exercise of stock options ... ........... — — — — — —
Balance at December 31,2005 ........... $310  $ 82,130  $(35,107) $ — $  —  $(2,206)

See accompanying notes to consolidated financial statements.
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STRATEGIC DISTRIBUTION, INC. AND SUBSIDIARIES

Consolidated Statements of Cash Flows
(in thousands)

Years ended December 31,
2005 2004 2003

Cash flows from operating activities: ‘
NEELOSS .« v ettt e et et e $(3,432) $(2,621) § (724)
Adjustments to reconcile net loss to net cash provided by (used in) ‘

operating activities:

Depreciation and amortization. ...........cooviiiiiiiii e, 1,668 1,578 1,730
Provision for doubtfulaccounts ................. ...l 1,235 (231) (127)
Loss on sale of short-term investments. . ....................... — 30 —
Stock OpHOR TEPTICING . ..o ot v et (69) (20) 232
Deferred incCOme taxes. . ......cvviviiinni i, — (312) 657
Changes in operating assets and liabilities: o
Accounts receivable . .......... e e e e e 541 (7,608) 10,535
Recoverable income taxes. .. ...o.vvuvvviiiiiiit v 138 585 (585)
| ONT753 1 170 ¢ (=AU (535) 6,130 1,391
Accounts payable and accrued expenses. . ... 4,271 910 . (11,601)
(878 11=) 0 + 1= 2 U 65 98 246
Net cash provided by (used in) operating activities ............ 3,882 (1,461) 1,754

Cash flows from investing activities: i

(5079

Sale of short-term INVEStMENtS . .. ..o vv et e i e — —
Proceeds from sale of short-term investments. .................... —_— 5,048 . —
Additions of property and equipment. . ............oov i (774  (1,523). . . (262)
Net cash (used in) provided by investing activities ............. (774 3,525 . (5,340)
Cash flows from financing activities: e
(Cancellation) issuance of common stock ...............cooiinn €8] 4 . 36
Repurchase of common stock. . ........ovviiiiii i (20) - (655)
Cash distribution to stockholders. .............. .. ..o oo 2) (51) (14,630)
Net cash used in financing activities ......................... (23) (11) (15,249)
Increase (decrease) in cash and cash equivalents .............. 3,085 2,053  (18,835)
Cash and cash equivalents, beginning of theyear .................... 26,840 24,787 43,622
Cash and cash equivalents, end of theyear. ................covevnen $29,925 $26,840 $ 24,787
Supplemental cash flow information:
TaXes PAId. .ottt e e $ 255 % 336 $ 371
Interestpaid.. ... ..o i e — — —

See accompanying notes to consolidated financial statements.




STRATEGIC DISTRIBUTION, INC. AND SUBSIDIARIES

Notes to Consolidated Financial Statements

(1) Description of Business

Strategic Distribution, Inc. and subsidiaries (the “Company”) provides supply chain management
services with respect to maintenance, repair and operating (“MRQO”) supplies for industrial and
institutional customers in the United States, Mexico, and Canada. The Company conducts its U.S
operations primarily through its wholly-owned subsidiary, SDI, Inc. (“SDI”).

The Company provides the In-Plant Store program in Mexico through two subsidiaries (collectively
“Mexico”) and in Canada. Both the Mexican and Canadian operations are conducted primarily in U.S.
dollars, their functional currency, and therefore the Company is not exposed to any significant foreign
currency fluctuations and has no foreign currency translation adjustments related to Mexico and Canada.

(2) Significant Accounting Policies
Principles of Consolidation

The consolidated financial statements include the accounts of Strategic Distribution, Inc. and
subsidiaries. All significant intercompany accounts and transactions have been eliminated.

Use of Estimates

The preparation of the consolidated financial statements in conformity with accounting principles
generally accepted in the United States requires management to make estimates and assumptions that
affect reported amounts of assets, liabilities, revenues, expenses and disclosure_?df contingent assets and
liabilities. Significant estimates made by the Company include evaluation of the recoverability of assets,
such as accounts receivable, inventories and income tax assets, and the assessment:of litigation and other
contingencies. The Company’s ability to collect accounts receivable and recovef: the value of its inventories
depends on a number of factors, including the financial condition of its customers, the effect of changes in
economic conditions and the Company’s ability to enforce provisions of its contracts in the event of
disputes. The Company provides reserves or accrues liabilities to record assets at estimated net realizable
values and to record probable contingent liabilities. The matters that give rise to such provisions are
inherently uncertain and may require complex and subjective judgments.

~ Although the Company believes the estimates and assumptions used in determining the recorded
amounts of net assets and liabilities at December 31, 2005 are reasonable, actual results could differ from
+ the estimated amounts recorded in the Company’s financial statements.

During 2003, the Company determined that certain other liabilities and reserves were overstated by
approximately $1,374,000. The adjustments required to correct the liabilities and reserves were based on
more current developments that led management to refine such methodologies in estimating certain
liabilities and reserves. Of these adjustments, $930,000 was reflected as a reduction to cost of materials in
2003 due to overstated liabilities to suppliers. The remaining adjustments of $444,000 were reflected as
reductions in Selling, General and Administrative Expenses and Other Operating Expenses in 2003.

Cash Equivalents

All highly liquid investments with a maturity of three months or less when purchased are considered
to be cash equivalents. As of December 31, 2005 and 2004, the Company had investments in cash and cash
equivalents of approximately $29,925,000 and $26,840,000, respectively. The Company’s investment policy




STRATEGIC DISTRIBUTION, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements (Continued)

(2) Significant Accounting Policies (Continued)

limits investments to highly rated and highly liquid instruments of U.S. Banks, the U.S. government or
government agencies, and commercial money market funds.

Fair Value of Financial Instruments

The carrying amounts of the Company’s financial instruments, principally accounts receivable and
accounts payable, approximate fair value.

Inventories

Inventories, which consist solely of goods purchased for resale, are stated at the lower of cost
(determined on the first-in, first-out basis) or market.

Office Fixtures and Equipment

Office fixtures and equipment are recorded at cost. Depreciation is calculated using the straight-line
method over the estimated useful lives of the assets. Leasehold improvements are amortized on a straight-
line basis over the shorter of the remaining life of the asset or the lease term. Maintenance and repairs are
charged to expense. Major renewals and improvements are capitalized and depreciated over the remalnmg
useful lives of the assets. Estimated useful lives of depreciable assets are as follows:

Office equipment A SOFWALE « . .« e et ee ettt 3to7 years'
Leasehold improvements ... 3 to S years

Impairment of Long-Lived Assets

SFAS No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets (“SFAS 144”) requires
that long-lived assets, such as office fixtures and equipment be tested for impairment whenever events or
changes in circumstances indicate the carrying amount of an asset may not be recoverable. Recoverability
of assets to be held and used is measured by a comparison of the carrying amount of an asset to estimated
undiscounted future cash flows expected to be generated by the asset. If the carrying amount of an asset
exceeds its estimated undiscounted future cash flows, an impairment charge is recognized in the amount by
which the carrying amount of the asset exceeds the fair value of the asset.

Deferred Income Taxes

Deferred tax assets and liabilities are recognized for the future tax consequences attributable to
differences between the financial statement carrying amount of assets and liabilities and their respective
tax bases and operating loss carryforwards. Deferred tax assets and liabilities are measured using enacted
tax rates expected to apply to taxable income in the years in which those temporary differences are
expected to be recovered or settled. A valuation allowance is established to reduce deferred tax assets to
amounts deemed more likely than not to be realized.

Revenue Recognition

Revenue is recognized when persuasive evidence of an arrangement exists, products are delivered or
services are provided to customers, selling prices are fixed or determinable and collection is reasonably
assured. The Company provides supply chain management services (“Services”) with respect to



STRATEGIC DISTRIBUTION, INC. AND SUBSIDIARIES

Notes to Consolidated Financial Statements (Continued)

(2) Significant Accounting Policies (Continued)

maintenance, repair and operating (“MRO”) supplies and sells MRO products. The Company typically
enters into agreements with customers to provide Services and sell products. The deliverables within these
agreements are separable into units of accounting and are evaluated under Emerging Issues Task Force
No. 00-21, Accounting for Revenue Arrangements with Multiple Deliverables (“EITF No. 00-21”) and are
accounted for under Staff Accounting Bulletin No. 104, Revenue Recognition (“SAB No. 104”).

During 2003, the Company incurred $4,568,000 of costs for supplies shipped to a new customer. The
Company did not recognize revenue on the shipment of these supplies as a result of not meeting all of the
criteria required by Staff Accounting Bulletin No. 104, Revenue Recognition (“SAB 104”). The supplies
shipped to this new customer were of a seasonal nature. The Company recognized the revenue related to
these costs plus gross margin during the first quarter of 2004.

Stock-Based Compensation

The Company applies the intrinsic-value-based method of accounting prescribed by Accounting
Principles Board Opinion No. 25, Accounting for Stock Issued to Employees (“APB No. 25”), and related
interpretations including FASB Interpretation No. 44, Accounting for Certain Transactions involving Stock
Compensation (“FIN 44”), to account for its stock options. Under this method, compensation expense is
recorded on the date of grant only if the current market price of the underlying stock exceeded the exercise
price. Statément of Financial Accounting Standards (“SFAS”) No. 123, Accounting for Stock-Based
Compensation and SFAS No. 148, Accounting for Stock-Based Compensation Transition and Disclosure,
established accounting and disclosure requirements using a fair-value-based method of accounting for
stock-based employee compensation plans. As permitted by existing accounting standards, the Company
has electéd to continue to apply the intrinsic-value-based method of accounting described above, and has
adopted only the disclosure requirements of SFAS No. 123, as amended.

The following table illustrates the effect on net loss of each period if the fair-value based method of
determining'stock-based employee compensation under SFAS No. 123 had been applied to all outstanding
awards. (See Note 12, Stock Compensation Plans.)

Years ended December 31,

: 2005 2004 2003
’ (in thousands, except per share data)
Net 1oss—as 1eported . . ... oveut it $(3,432) $(2,621) $(724)
Stock-based employee compensation (income) expense included in
reported netloss, net of tax. .. ...l (69) (20) 232
Stock-based employee compensation expense determined under the fair
value method, netoftax.......... ... . ... .. il (90) (62) (139)
Net10SS—Pro forma .. ....o.vvr et $(3,591) $(2,703)  § (631)
Net 10ss per share (basic and diluted)—as reported.................. $ (1.16) $ (0.89) $(0.24)
Net loss per share (basic and diluted)—pro forma................... $ (1.21) $ (0.91) $(0.21)
Comprehensive Loss

For the year ended December 31, 2003, the Company had unrealized losses of $25,000 on available-
for-sale securities. Such losses were reflected as other comprehensive loss in stockholders’ equity.
Comprehensive loss was $749,000 for the year ended December 31, 2003. For the years ended
December 31, 2005 and 2004, the comprehensive loss equaled the net loss reported.




STRATEGIC DISTRIBUTION, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements (Continued)

Recently Issued Accounting Standards

In November 2004, the Financial Accounting Standards Board (“FASB”) issued Statement No. 151,
Inventory Costs: an Amendment of ARB No. 43, Chapter 4. The Statement clarifies the accounting for
abnormal amounts of idle facility expense, freight, handling costs, and wasted material (spoilage) as
current-period charges and amends Chapter 4, Inventory Pricing of FASB Accounting Research Bulletin
No. 43, Restatement and Revision of Accounting Research Bulletins. FASB No. 151 is effective for the
first annual reporting period beginning after June 15, 2005. The Company does not expect that this
statement will have any effect on its financial condition and results of operations.

In December 2004, the FASB issued SFAS-No. 123R, Share-Based Payment. This Statement is a
revision of SFAS No. 123 and supersedes APB No. 25 and its related implementation guidance. SFAS
No. 123R requires a company to measure the grant-date fair value of equity awards given to employees in
exchange for services and recognize that cost over the period that such services are performed. SFAS
No. 123R is effective for the first annual reporting period that begins after June 15, 2005. The Company
plans to adopt SFAS No. 123R using the modified-prospective transition method. Assuming future annual
stock option awards are comparable to prior years’ annual awards and the Black-Scholes method is used to
compute the value of the awards, the annualized impact on diluted earnings per share is expected to be
consistent with our pro forma SFAS No. 123 disclosures.

In March 2005, the FASB issued FASB Interpretation No. (“FIN”) 47, Accounting for Conditional
Asset Retirement Obligations, an Interpretation of FASB Statement No. 143. This Interpretation clarifies
that a conditional retirement obligation refers to a legal obligation to perform an asset retirement activity
in which the timing and (or) method of settlement are conditional on a future event that may or may not
be within the control of the entity. The obligation to perform the asset retirement activity is unconditional
even though uncertainty exists about the timing and (or) method of settlement. Accordingly, an entity is
required to recognize a liabjlity for the fair value of a conditional asset retirement obligation.if the fair
value of the liability can be reasonably estimated. The liability should be recognized when incurred,
generally upon acquisition, construction or development of the asset. FIN 47 was adopted in 2005 and had
no effect on the Company’s financial statements.

In May 2005, the FASB issued SFAS No. 154, Accounting Changes and Error Corrections. SFAS
No. 154 provides guidance on the accounting for and reporting of accounting changes and error
corrections. This statement is effective for accounting changes and corrections of errors made in fiscal
years beginning after December 15, 2005 and early adoption is permitted. The Company adopted SFAS
No. 154 effective as of January 1, 2006.

(3) Accounts Receivable

Accounts receivable is stated net of an allowance for doubtful accounts of $2,696,000 and $1,905,000
at December 31, 2005 and 2004, respectively. As of December 31, 2004, accounts receivable included
outstanding balances of approximately $500,000 related to terminated accounts with which the Company
was involved in litigation. During 2005, the Company wrote off approximately $500,000 relating to the
remaining uncollectible balance.
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STRATEGIC DISTRIBUTION, INC. AND SUBSIDIARIES

Notes to Consolidated Financial Statements (Continued)

(4) Inventories

Inventories are stated net of reserves of $1,043,000 and $1,080,000 as of December 31, 2005 and 2004,
respectively. The decrease in inventories is primarily attributable to the classification of $1,649,000 of
inventories, net of $362,000 in reserves, to other assets for which such values will not be realized within the
next twelve months.

(5) Office Fixtures and Equipment

December 31, -
2005 2004
(in thousands)
Office equipment and software ................coovieeiaiaan, $ 6,913 §$ 7,500
Leasehold improvements .............oiiiiiiiiiiiiaaa., 120 136
Transportation equipment .............oeeiieivineriieee.n., 37 25
7,070 7,661
Less: Accumulated depreciation and amortization ............. (4,470) (4,166)

32,600 §$ 3,495

For the years ended December 31, 2005, 2004 and 2003, depreciation and amortization expense were
$1,668,;().:0(),r§_1,578,000 and $1,730,000, respectively.

-'*"/;:‘Ln', [P
6) "Ac_c‘qlunts Payable and Accrued Expenses

December 31,
L , 2005 2004
- ' f? " (in thousands)
o ‘A_qcounts payable ... '$1 5246 $10,598
~“Payroll and related expenses ..., 1,262 1,287
" Other accrued EXPENSES. . . .o\ vttt 2,899 3,252

$19,407 $15,137

(7) Contract Terminations

During the year ended December 31, 2005, the Company terminated one customer contract in
contrast to the year ended December 31, 2004 when the Company terminated contracts with six smaller
customers. None of these terminated contracts represented more than 10% of the Company’s revenue in
any reporting period.

In May 2003, the Company announced that it agreed to terminate the In-Plant Store services
agreements with El Paso Corporation (“EPC”), its then largest customer. The Company transitioned all
storerooms to EPC during July 2003. The Company’s EPC revenues for the year ended December 31, 2003
were $16.0 million.
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STRATEGIC DISTRIBUTION, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements (Continued)

(8) Retirement Plan

The Company has a qualified defined contribution plan (the “Retirement Savings Plan”) for
employees who meet certain eligibility requirements. Contributions to the Retirement Savings Plan are at
the discretion of the Board of Directors of the Company (the “Board”) and are limited to the amount
deductible for Federal income tax purposes. The expense for the Retirement Savings Plan was
approximately $150,000, $170,000 and $40,000 and for the years ended December 31, 2005, 2004 and 2003,
respectively. The Company’s expense for 2003 was reduced by approximately $175,000 of forfeitures from

unvested balances of participants.

(9) Income Taxes

Income tax benefit (expense) from operations is as follows:

Years ended December 31,
2005 2004 2003
(in thousands)

Current:
Federal.......o.oviuiuniii i $ — $§ — §58
] 7 1 — 1,081 —
Foreign..........oooiiiiiiiiii i (255)  (336) (295)
o (255) 745 290 -
Deferred T
Federal..... e e e e e — —  (585)
State ..... B S e — — —
FOTEIEN. . 4 coe et e e e e e et — 313 (72)

— 313 _(657).
$(255) $1,058 $(367)

The Company received $1,081,000 during the fourth quarter of 2004 as a result of the favorable
resolution of a state tax matter.

A reconciliation of the expected Federal income tax (expense) benefit from operations at the statutory
rate (34%) to the Company’s income tax (expense) benefit follows;

Years ended December 31,

2005 2004 2003
" (in thousands)
Expected taxbenefit.................... ool $ 1,080 $1,251 §$ 121
State taxes, net of Federal benefit..................... - 168 713 —
Valuation allowance. ............ooov i, (1,485)  (917) (505)

Other,net..........oooiiii i (18) 11 17
: $ (255) $1,058 $(367)
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STRATEGIC DISTRIBUTION, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements (Continued)

(9) Income Taxes (Continued)

The components of the net deferred tax asset are outlined below:

December 31,
2005 2004
(in thousands)

Deferred tax assets:
Net operating loss carryforwards (expiring primarily in 2022

through2024) .................... S $ 5983 § 4,358
Alternative minimum tax carryforwards. .................... 734 666
Accounts receivable allowance. . ............ . e 609 737
INVentories. .. ... vt e e 424 509
ACCTUEA EXPEINSES. .+ et et vttt aeetetiaineerennnaaenens 631 982
Valuation allowance .........oooiiiiiiinieriaineeennn. (7,696) (6,211)

Total deferredtaxasset........coiviiiiiineiineernnnnn 685 1,041

Deferred tax liabilities:
Propertyandequipment . ...........coiiiiiiiiiiii i, (250)  (468)

Netdeferred tax asset .. ..ot vtrtieee et eeeen $ 435 § 573

As of ljke»cember 31, 2005 and 2004, a valuation allowance was established to reduce deferred tax
assets to amounts deemed more likely than not to be realizable. The net change in the valuation allowance
was an increase of $1,485,000 and $917,000 for the years ended December 31, 2005 and 2004.

Income taxes are accounted for under the asset and liability method pursuant to the provisions of
SFAS 109, Accounting for Income Taxes (“SFAS 109”), whereby deferred tax assets and liabilities are
recognized for the estimated future tax consequences attributable to differences between the financial
statement carrying amounts of assets and liabilities and their respective tax basis, Deferred tax assets and
liabilities are measured using enacted tax rates in effect for the year in which the temporary differences are
expected to be recovered or settled. The effect on deferred tax assets and liabilities of a change in tax rates
is recognized in the period that includes the enactment date. A valuation allowance is provided to reduce
the amount of deferred tax assets if it is considered more likely than not that some portion of, or all of, the
deferred tax assets will not be realized.

The Company has recorded a valuation allowance in the amount of $7,696,000 against the net
deferred tax assets since management cannot guarantee these tax assets will, more likely than not, be
realized. The remaining balance in the deferred tax asset relates to the Company’s Mexican subsidiaries.

At December 31, 2005, the Company had available net operating loss carryforwards of $5,983,000 (tax
effected) and alternative minimum tax carryforwards of $734,000 which may be available to offset future
federal and foreign income tax liabilities.

The Company and its 100% owned domestic subsidiaries file a consolidated U.S. federal income tax
return.

(10) Stockholders’ Equity

The Company has authorized 500,000 shares of preferred stock, par value $0.10 per share. No shares
of preferred stock are currently issued or outstanding. The Board may at any time fix by resolution any of
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STRATEGIC DISTRIBUTION, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements (Continued)

(10) Stockholders’ Equity (Continued)

the powers, preferences and rights, and the qualifications, limitations, and restrictions of the preferred
stock, which may be issued in series, the designation of each such series to be fixed by the Board.

During the year ended December 31, 2003, the Board of Directors of the Company authorized the
payment of a cash distribution, which is deemed to be a return of capital for tax purposes, in the amount of
$5.00 per share of common stock. The distribution was paid on October 6, 2003 to stockholders of record
on September 8, 2003. The total amount of the distribution was $14,765,000, of which $82,000 remained
unpaid as of December 31, 2005, and is included in Accounts Payable and Accrued Expenses.

During the year ended December 31, 2003, 7% promissory notes receivable amounting to $1,303,000
became due and were in default. The non-recourse notes related to the sale of 51,500 shares of common
stock pursuant to Stock Purchase Agreements with three former executives under which the Company held
the common stock as collateral. In accordance with its rights under the notes, the Company retained and
cancelled the 51,500 shares of common stock. Accordingly, the Company wrote-off the notes and took a
corresponding reduction in common stock and additional paid-in capital.

Under the 2001 stock repurchase program, the Company is authorized to purchase up to 1,000,000
shares of common stock in privately negotiated transactions or on the open market and in compliance with
applicable federal and state securities regulations. During 2003, 2002, and 2001, the Company repurchased
45,476, 42,400, and 2,700 shares of common stock at weighted average prices of $14.40, $11.55, and. $9.46
per share, respectively, under the program. The repurchase program was extended in June 2004 until. -

June 2005, and subsequently extended again until June 2006. At December 31, 2005, the Company had
remaining authority to purchase up to 909,424 shares until the repurchase program expiration in,
June 2006.

(11) Net Loss Per Share

Net losses per common share—basic and diluted are equal for the years ended December 31, 2005,
2004 and 2003, respectively, because the effect of the assumed issuance of potential shares of common
stock is antidilutive as a result of the net loss. As of December 31, 2005, 2004 and 2003, there were stack
options outstanding for 83,782 shares, 100,451 shares and 59,879 shares of common stock, respectively.

(12) Stock Compensation Plans

The Company has two Incentive Stock Option Plans (the “1990 Plan” and the “1999 Plan”, collectively
referred to as the “ISO Plans”) and a Non-Employee Director Stock Plan (the “Director Plan”).

In conjunction with the $5.00 per share cash distribution to stockholders in 2003, the Board of
Directors of the Company also approved a $5.00 per share reduction in the exercise price of all outstanding
stock options, except where such reduction would result in an exercise price of less than $0.10 per share,
effective December 31, 2003, to offset the reduction in the underlying value of the common stock. In
accordance with FIN 44, Accounting for Certain Transactions involving Stock Compensation, the Company
recorded a non-cash charge of $232,000 in 2003. In addition, the repriced stock options require variable
accounting, from the date of modification to the date the stock options are exercised, forfeited or expire
unexercised. During 2005 and 2004, the Company recorded approximately $69,000 and $20,000,
respectively, as a reduction in cost relating to the variable plan accounting.
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STRATEGIC DISTRIBUTION, INC. AND SUBSIDIARIES

Notes to Consolidated Financial Statements (Continued)

(12) Stock Compensation Plans (Continued)

Under the 1999 Plan the Board is authorized to grant certain directors, executives, key employees,
consultants and advisers, options for the purchase of up to 150,000 shares of common stock. No new option
grants may be made under the 1990 Plan. The ISO Plans provide for the granting of both incentive stock
options and options that do not qualify as incentive stock options (“nonqualified options”). In the case of
each incentive stock option granted under the ISO Plans, the option price must not be less than the fair
market value of the common stock at the date of grant. At date of issuance, all options granted under the
ISO Plans are exercisable at not less than the fair market value of the common stock at the date of grant. A
significant portion of the options granted under the 1999 Plan are exercisable at 25.0% per year beginning
on the first anniversary of the date of grant. A significant portion of the options granted under the 1990
Plan are exercisable at 33.3% per year beginning on the third anniversary of the date of grant.

The following table summarizes the option information for options granted under the ISO Plans:

~ Weighted
Average
Number of Exercise

Shares Prices
Options outstanding, December 31,2002, ................... oot 78,701 $24.64
Options exercised . ... ..ot e e (3,572) 10.14
_Options canceled or expired. . .........o.ooiiiiiiii i, (30,850) 15.21
“ Options outstanding, December 31,2003, .............coveinannn... 44,279 27.54
OPHONS Granted .. ......eirt ittt et et - 57,000 11.69
OPLioNS EXEICISEd . . ..o\ttt ettt et e (1,373) 4.03
Options canceled Or eXpired .. .........ouviiiirneniineiannaann.s - (13,455) 28.44
Options outstanding, December 31,2004, ............ ... ... inet. 86,451 17.40
Options canceled or expired. ......... e (18,269) 14.55
Options outstanding, December 31,2005.............. ... ... ... 68,182 18.01

Options exercisable. .. ... i e 25,257 $29.01
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STRATEGIC DISTRIBUTION, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements (Continued)

(12) Stock Compensation Plans (Continued)

Under the Director Plan, the Board is authorized to grant options to purchase up to 27,500 shares of
common stock. Options granted under the Director Plan are immediately exercisable and expire five years
from the date of grant. The following table summarizes the option information for options granted under
the Director Plan: -

Weighted
Average
Number of Exercise
Shares Prices
Options outstanding, December 31,2002...............ccooviinnn... 14,400 $12.02
Options granted ....... ... . i 3,600 14.05
Options canceled orexpired........... ..ot (2,400) 25.00
Options outstanding, December 31,2003 ..............ciiin.n. 15,600 6.77
Options granted . ... ... .ot e 3,600 14.00
Options eXercised . ......ovinn i e 5,200 6.44
Options outstanding, December 31,2004, .............. .. .ooovaae.. 14,000 8.75
Options granted ..ottt it 3,600 10.00
Options eXerCised . . ..o\ttt e 2,000 .10
Options outstanding, December 31,2005. .. ........ccovuiinenne.n. 15600  $10.15

The Company has an Executive Compensation Plan (the “Executive Plan”) under which the Board is
authorized to grant up to 50,000 shares of common stock. No shares of common stock have beven issued
under the Executive Plan. N

The following table summarizes information about stock options outstanding under all plans at
December 31, 2005:

Options Qutstanding Options Exercisable
Weighted

Average Weighted Weighted

Remaining Average Average
Range of Number Contractual Exercise Number Exercise

Exercise Prices Qutstanding  Life (Years) Prices Exercisable Prices
$010-8$500 ... ...t 11,234 4.3 $ 3.06 10,567 $ 3.04
$5.01-810.00. ... 8,250 4.2 9.33 7,492 9.26
$10.01-815.00. . ... 48,800 8.1 12.04 7,300 14.02
$15.01-$50.00. ... ... 6,919 31 23.72 6,919 23.72
$50.01-$64.40. . ... 8,579 1.0 60.96 8,579 60.96
83,782 6.1 $16.54 40,857 $21.81

The weighted average fair value of options granted for the years ended December 31, 2005, 2004 and
2003 was $5.08, $3.51 and $9.47, respectively.
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STRATEGIC DISTRIBUTION, INC. AND SUBSIDIARIES

Notes to Consolidated Financial Statements (Continued)

(12) Stock Compensation Plans (Continued)

The fair value based employee compensation of the options at date of grant was estimated using the
Black-Scholes model with the following weighted average assumptions:

Years Ended December 31,
2005 2004 2003

Expected life (Years) . ... ..covviuiniii i e e 500 500 5.00

Interest rate .. .ottt e 439% 3.60% 3.27%
VOlatility . . oo e e 53.19% 78.03% 82.78%
Dividend yield(a). . . ... oo oee e e 0.00% 0.00% 0.00%

(a) Dividend yield excludes the effect of the $5.00 per share cash distribution, which is deemed to be a
return of capital for tax purposes, to stockholders in 2003 and assumes the Company will not declare
any cash dividends from earnings in the foreseeable future.

(13) Commitments and Contingencies

The Company leases office space, equipment and vehicles for initial terms of three to five years. The
minimum future rental payments for operating leases with initial noncancellable lease terms in excess of
one year as of December 31, 2005 are as follows (in thousands):

2006. . -« $415
2007 o e e e 381
B 1 S A A 370
2000, . e e e e 314
2 1 AP PSS S 3

Rental expense for the years ended December 31, 2005, 2004 and 2003, was approx1mately $622,000,
$663,000 and $789,000, respectively.

The Company is currently involved in certain legal proceedings, including collection matters with
several terminated accounts. The Company does not believe that the outcomes of such proceedings are
likely to have a material adverse effect, individually or in the aggregate, on its consolidated financial
position or results of operations.

(14) Segment Information

The Company operates in one reportable segment and substantially all of its revenues were from the
procurement, handling and data management of MRO supplies for its customers.

During the years ended December 31, 2005, 2004 and 2003, the Company had revenues of
$25,656,000, $23,420,000 and $26,088,000 from customers in Mexico. As of December 31, 2005 and
December 31, 2004, approximately 42.0% and 4.3% of the Company’s long-lived assets were located in
Mexico. The long-lived assets as of December 31, 2005 include the portion of inventories classified as other
assets. '
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STRATEGIC DISTRIBUTION, INC. AND SUBSIDIARIES
Notes to Consolidated Financial Statements (Continued)

(15) Concentration Risk

The Company has a high concentration of revenue, inventory and accounts receivable attributable to a
few customers. During the years ended December 31, 2005, 2004 and 2003, 40.6%, 39.9% and 35.3%,
respectively, of the Company’s revenues were derived from our three largest customers, of which two
customers were greater than 10%. Revenues from Molson/Coors Brewing Company and the New York
City Department of Education comprised 15.4% and 17.6% of the Company’s revenue for the year ended
December 31, 2005, respectively. Loss of either of these customers could have a material adverse effect on
the business. For the year ended December 31, 2004, revenues from Molson/Coors Brewing Company and
the New York City Department of Education comprised 16.6% and 15.7%, respectively, of the Company’s
revenue. Revenues from Molson/Coors and EPC comprised 14.1% and 11.9% of the Company’s revenue
for the year ended December 31, 2003, respectively. Additionally, as of December 31,2005 and
December 31, 2004, the three customers that represented the largest net inventory balances comprised
55.5% (27.8% from the largest customer) and 54.7% (32.0% from the largest customer), respectively, of
the total net inventory balance. The December 31, 2003 balance included approximately $4.6 million of
supplies that were shipped to a new customer during 2003, but revenue was not recorded until the first
quarter of 2004. Three customers accounted for 48.6% and 59.9% of the Company s net accounts
receivable balance as of December 31, 2005 and 2004, respectively.

(16) Quarterly Data (in thousands, except per share data)—Unaudited

First Second Third Fourth

Quarter Quarter Quarter _Quarter Year
2005(a,b)
REVENMUES ..ottt ieeienennes $29,023 $33,690 $37,459 $36,742 $136,914
Operatingloss . ......cooeiiviii i iiiiien (1,639) (1,175) (551) (512) (3,877)
Net oSS .o vv et (1,601)  (1,055) (410) (366) (3,432)
Net loss per commonshare . ................... (0.54) (0.36) (0.14) (0.12) (1.16)
2004(c,d,e,f)
REVENUES ..ottt $32,026 $27,384 $30,527 $31,941 $121,878
Operating1oss . ....c.coiiii it (529 (709)  (1,519)  (1,260) (4,017)
Netloss....oovvvvevnein.. e (475) (677)  (1,366) (103) (2,621)
Net loss per common share . ................... (0.16) (0.23) (0.46) (0.03) (0.89)

(a) The second quarter of 2005 includes $0.5 million bad debt expense for a customer that filed for
protection under Chapter 11 of the U.S. Bankruptcy Code.

(b) The fourth quarter of 2005 includes $0.4 million bad debt expense related to a former customer.

(c) The first quarter of 2004 includes $5.7 million of revenue, and related costs, related to supplies
shipped in 2003. This revenue was not recognized until all of the criteria of SAB 104 were met.

(d) The second quarter of 2004 includes a $0.4 million benefit related to the favorable resolution of a
dispute with a vendor.

(e) The third quarter of 2004 includes a favorable recovery of previously reserved receivables of
$0.3 million.

(f) The fourth quarter of 2004 includes a $1.1 million tax benefit relating to the favorable resolution of a
state tax matter.
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STRATEGIC DISTRIBUTION, INC. AND SUBSIDIARIES

Notes to Consolidated Financial Statements (Continued)

(17) Related Party Transactions

During the years ended December 31, 2005 and 2004, the Company obtained insurance brokerage
services and incurred fees for such services of approximately $20,000 and $40,000, respectively. The
Company’s Chairman is a majority shareholder and chairman of the board of directors of the entity that
wholly owns the insurance brokerage firm providing the services.

The Company has retained Willkie Farr & Gallagher as it legal counsel on certain matters. During the
years ended December 31, 2005 and 2004, the Company incurred fees of approximately $89,000 and
$80,000, respectively, payable to Willkie Farr & Gallagher. The Company anticipates it will continue its
relationship with the firm in the future. A member of the board of directors of the Company is the
Chairman of Willkie Farr and Gallagher.
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SCHEDULE 11
STRATEGIC DISTRIBUTION, INC AND SUBSIDIARIES
Valuation and Qualifying Accounts
Years ended December 31, 2005, 2004 and 2003
(in thousands)

(Reduction)
Balance at Charge to Costs Balance at
Beg. of Period and Expenses Deductions Transfers End of Period

Year Ended December 31, 2005: s

Allowance for doubtful accounts .. $1,905 $1,235 $ (444)(a) 5 — $2,696

Inventory allowance ............. 1,080 — (37)(b) — 1,043

Contract performance accrual. .. .. 171 70 — — 241
Year Ended December 31, 2004:

Allowance for doubtful accounts . . $2,588 $ (231) $ (552)(a) $ 100 (c) $1,905

Inventory allowance ............. 1,106 209 (135)(b) (100)(c) - 1,080

Contract performance accrual. .. .. 171 — — — 171
Year Ended December 31, 2003:

Allowance for doubtful accounts . . $3,750 $ (127) $(2,235)(a) $ 1,200 (d) - $2,588

Inventory allowance . ............ 1,165 (28) (31)(b) — 1,106

Contract performance accrual. . . .. 1,311 60 — (1,200)(d) 171

(a) Charge-off of uncollectible accounts.
(b) Disposal of inventory. MR L

i

PEVIRNY

(c) Inventory subject to the allowance was billed to customers and the related allowance was reclassified. ,'»: Do

(d) A performance guarantee accrual was settled and reclassified in connection with the collection of an oufsf’a’r;‘diﬁg
customer account. Lo

MO
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PART II1
Item 10. Directors and Executive Officers of the Company

The information contained in the Company’s Proxy Statement for the 2006 Annual Meeting of
Shareholders, which will be filed not later than 120 days after December 31, 2005 (the “Proxy Statement”),
under the captions “Election of Directors”, “Identification of Executive Officers” and
“Section 16(a) Beneficial Ownership Reporting Compliance” is incorporated herein by reference.

Item 11. Executive Compensation

The information contained in the Proxy Statement under the caption “Executive Compensation” is

incorporated herein by reference.

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder Matters

The information contained in the Proxy Statement under the caption “Security Ownership of Certain
Beneficial Owners and Management” is incorporated herein by reference.

The following table summarizes the shares authorized for issuance under equity compensation plans
as of December 31, 2005:

Number of securities to ~ Weighted-average exercise

be issued upon exercise price of ovtstanding Number of securities remaining
of outstanding options, options, warrants and available for future issuance
Plan Category warrants and rights rights under equity compensation plans
Equity compensation plans approved
by security holders . ............. 83,782 $16.54 74,352
Equity compensation plans not )
approved by security holders. . .... — — —
Total..............cooill 83,782 $16.54 74,352

Item 13. Certain Relationships and Related Transactions

The information contained in the Proxy Statement under the captions “Executive Compensation” and
“Transactions with Affiliates” is incorporated herein by reference.
Item 14. Principal Accountant Fees and Services

The information contained in the Proxy Statement under the caption “Audit Fees” is incorporated
herein by reference.
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Item 15. Exhibits and Financial Statement Schedules

31

32

3.3

10.1

10.2

10.3

104

10.5

10.6

10.7

10.8

10.9

PART IV

(a) The following documents are filed as part of this report:

1. CONSOLIDATED FINANCIAL STATEMENTS OF THE COMPANY. Consolidated
Financial Statements of Company filed with this Report are listed on the accompanying Index to
Financial Statements.

2. FINANCIAL STATEMENT SCHEDULES. Financial Statement Schedules of the
Company filed with this Report are listed on the accompanying Index to Financial Statements.

3. EXHIBITS (References below to an exhibit being filed with a previous filihg made by the
Company are included for the purpose of incorporating herein such previously filed exhibit by
reference to such filing. Previously unfiled exhibits are those marked with an asterisk.)

Second Restated Certificate of Incorporation of the Company filed June 21, 1996 with the
Secretary of State of the State of Delaware (incorporated by reference to Exhibit 3.1 of the
Company’s Annual Report on Form 10-K for the fiscal year ended December 31, 2001).

Certificate of Amendment to Second Restated Certificate of Incorporation of the Company filed
May 16, 2001 with the Secretary of State of the State of Delaware (incorporated by reference to
Exhibit 3.2 of the Company’s Annual Report on Form 10-K for the fiscal year ended December 31,
2001). . :

Amended and Restated Bylaws of the Company, dated July 24, 1986, as amended (incorporated by

reference to Exhibit 3.3 of the Company’s Annual Report on Form 10-K for the fiscal year ended
December 31, 2001).

Form of Strategic Distribution, Inc. Amended and Restated 1990 Incentive Stock Option Plan
(incorporated by reference to Exhibit 10.1 of the Company’s Annual Report on Form 10-K for the
fiscal year ended December 31, 2001).

Form of Strategic Distribution, Inc. Executive Compensation Plan (incorporated by reference to
Exhibit 10.2 of the Company’s Annual Report on Form 10-K for the fiscal year ended
December 31, 2001).

Form of Amended and Restated Strategic Distribution, Inc. 1996 Non-Employee Director Stock
Plan.

Form of Option Agreement under Amended and Restated Strategic Distribution, Inc. 1996 Non-
Employee Director Stock Plan.

Form of Strategic Distribution, Inc. 1999 Incentive Stock Option Plan (incorporated by reference
to Exhibit 10.1 to the Company’s Quarterly Report on Form 10-Q for the fiscal quarter ended
June 30, 1999).

Form of Option Agreement under Strategic Distribution, Inc. 1999 Incentive Stock Option Plan.

Executive Employment Agreement dated as of June 27, 2003, between the Company and Richard
S. Martin (incorporated by reference to Exhibit 10.1 to the Company’s Quarterly Report on
Form 10-Q for the fiscal quarter ended September 30, 2003).

Employment Letter, dated as of November 21, 2000, between Strategic Distribution, Inc. and
Donald C. Woodring.

Employment Agreement, dated as of December 4, 2000, between Strategic Distribution, Inc. and
Donald C. Woodring,.
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10.11

10.12

10.13
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321

32.2

:adopted pursuant to section 906 of the Sarbanes-Oxley Act of 2002.*

Employment Letter, dated as of August 9, 2004, between Strategic Distribution, Inc. and Daniel J.
Kearney.

Employment Agreement, dated as of November 30, 2004, between Strategic Distribution, Inc. and
Daniel J. Kearney.

Lease Agreement, dated as of July 23, 2004, by and between Strategic Distribution, Inc and
Preferred 950 Developers L.P. (incorporated by reference to Exhibit 10.23 to the Company’s
Quarterly Report on Form 10-Q for the fiscal quarter ended September 30, 2004).

Employment Letter, dated as of May 10, 2005, between Strategic Distribution, Inc. and Philip D.
Flynt.*

Business Ethics Policy (incorporated by reference to Exhibit 14.1 to the Company’s Quarterly
Report on Form 10-Q for the fiscal quarter ended June 30, 2004).

List of Subsidiaries of the Company*
Consent of KPMG LLP*

Certification by the Company’s Chief Executive Officer pursuant to 13a-14(a) under the Securities
Exchange Act of 1934 as amended.*

Certification by the Company’s Chief Financial Officer pursuant to 13a-14(a) under the Securities
Exchange Act of 1934 as amended.*

" Certification by the Company’s Chief Executive Officer pursuant to 18 U.S.C section 1350, as
-adopted pursuant to section 906 of the Sarbanes-Oxley Act of 2002.*

Certification by the Company’s Chief Financial Officer pursuant to 18 U.S.C sectlon 1350, as

A
R )
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the
Registrant has duly caused this report on Form 10-K to be signed on its behalf by the undersigned,
thereunto duly authorized, this 30th day of March, 2006

STRATEGIC DISTRIBUTION, INC.
By: /s/ DONALD C. WOODRING

Donald C. Woodring
President and Chief Executive Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report on Form 10-K has
been signed below by the following persons in the capacities and on the date(s) indicated.

Name Tide Date
/s/ DONALD C. WOODRING President and Chief Executive Officer March 30, 2006
Donald C. Woodring (principal executive officer)
/s/ PHILIP D. FLYNT Vice President and Chief Financial March 30, 2006
Philip D. Flynt Officer (principal financial officer and

principal accounting officer)

/s/ WILLIAM R. BERKLEY Chairman of the Board and Director March 30, 2006
William R. Berkley

/s/ WILLIAM R. BERKLEY, JR Director March 30, 2006
William R. Berkley, Jr

/s/ ANDREW M. BURSKY Director March 30, 2006
Andrew M. Bursky

/s/ CATHERINE JAMES PAGLIA Director March 30, 2006
Catherine James Paglia ‘

/s/ ROBERT D. NEARY Director March 30, 2006
Robert D. Neary

/s/ JACK H. NUSBAUM Director March 30, 2006
Jack H. Nusbaum

/s/ JOSHUA A. POLAN Director March 30, 2006
Joshua A. Polan

/s/ MITCHELL 1. QUAIN Director March 30, 2006
Mitchell I. Quain

/s/ RONALD C. WHITAKER Director March 30, 2006
Ronald C. Whitaker
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Strategic Distribution, Inc. and Subsidiaries
Corporate Information

Officers

Donald C. Woodring
President and Chief Executive Officer

Philip D. Flynt
Vice President,
Chief Financial Officer and Treasurer

Daniel J. Kearney
Vice President,
General Counsel and Secretary

William L. Mahone
Assistant Secretary

Shareholder Information

Annual Meeting

The 2006 Annual Meeting of Shareholders
will be held at the offices of Interlaken
Capital, Inc.

475 Steamboat Road, Greenwich CT 06830
at 10:00 am on Wednesday, May 31, 2006.

Executive Offices

Strategic Distribution, Inc.
1414 Radcliffe St., Suite 300
Bristol, PA 19007

(215) 633-1900

Directors

William R. Berkley
Chairman of the Board, Strategic Distribution, Inc.
Chairman, W.R. Berkley Corporation

William R. Berkley, Jr
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Andrew M. Bursky
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Transfer Agent
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